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SECTION 2

CREDIT FOR INVESTMENT IN CERTAIN DEPRECIABLE PROPERTY

1.

SECTION 2 - GENERAL COMMENTS
INVESTMENT CREDIT PROPOSAL IS A SATISFACTORY
APPROACH FOR STIMULUS OP INVESTMENT

We consider the 8% investment tax credit a
satisfactory version of an allowance designed
to stimulate growth and investment in productive
plant and equipment, and a considerable improve
ment on the original proposal included in the
President’s Tax Message. Our approval is on
the assumption that the credit is in no way a
substitute for over-all reform of depreciation
policies and practices, nor will it be consid
ered as a justification for delay in such
depreciation reform. In offering our comments
we recognize the Treasury's announcement of
studies to determine the adequacy of present
depreciation practices, and assume that they will
be carried through.

In testimony before the Ways and Means Committee
on May 16, 1961, the Committee on Federal Taxation expressed

opposition to the 15 per cent investment credit proposal.
It was noted, however, that?
If the Committee decides that the tax credit
approach should be adopted, we believe it would
be better by far to adopt a simple system of
basing the tax credit on the amount of investment
by taxpayers in qualified facilities. We believe
this approach would be equitable and easier to
administer, both by the Internal Revenue Service
and taxpayers.
We also stated on July 12, 1961, in a letter

to Representative Wilbur D. Mills, Chairman, Committee on

Ways and Means, that whatever Interim legislation is
adopted it should not preclude over-all reform of the

depreciation policies and practices at an early date.
At this time our position is unchanged and, in this
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connection, we hope to be in a position soon to present
to the Ways and Means Committee, our recommendation for

over-all depreciation reform.
In the interest of assisting the Ways and Means

Committee in considering the specific provisions of

section 2 of the Discussion Draft, should the Committee
decide to adopt the proposal, we present below several

technical comments.
2.

SECTION 2(b) - PROPOSED SECTION 46(d)
LIMITATIONS WITH RESPECT TO CERTAIN PERSONS

There appears to be no compelling reason to
reduce the credit otherwise allowable to mutual
savings banks, regulated investment companies,
real estate investment trusts, cooperative or
ganizations, etc. A full credit should be
available to these institutions.

The institutions with respect to which the credit
is limited are generally those which have special bad debt

allowances and those which are allowed to deduct distribu
tions to participants.

If the special bad debt allowances

are proper, either as representative of needed reserves or
as a method of reducing the Impact of taxation, there is

no reason to reduce the credit otherwise available.

In the

case of institutions allowed to deduct distributions, the
apparent purpose is to avoid the double taxation that would
prevail in the absence of the deduction.

This amelioration

of double taxation should not stand in the way,of allowing
the proposed credit against any portion of the single tax

that the institution is required to pay.
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3.

SECTION 2(b) - PROPOSED SECTION 47
LOSS OF CREDIT
The circumstances under which the proposed
credit could be lost should be defined. If
the circumstances are defined, the amount of
credit lost should give rise to a deficiency
in the year the circumstances causing the
loss occur.

The provisions of proposed section 47 delegate
to the Secretary the obligation to determine when a

benefit is improper without setting up any adequate
standards.

It would appear that standards could be

prescribed relating to the percentage of property acquired

that could be disposed of within six years.
With defined standards, we believe it preferable

to have a loss of credit give rise to a self-assessed
deficiency in the year of loss, rather than having

additional exceptions to the statute of limitations,
together with a requirement of a predetermination by the

Secretary.
4.

SECTION 2(b) - PROPOSED SECTION 47(a)(3)
LEASED PROPERTY
The status of a taxpayer engaged in
the business of leasing property should
be clarified. Lessors should be fully
entitled to the credit subject to the
election to pass the credit to the
lessee.

Proposed section 47(a) indicates that leasing

of property is a circumstance that might deprive the

lessor of credit.

Proposed section 48(d) allows the

lessor to elect to pass the credit to the lessee,

presumably retaining the credit in the absence of an
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election.

We recommend that reference to leasing should be

eliminated from proposed section 47(a) so that lessors will
be fully entitled to the credit, subject to the election
to pass the credit to the lessee under the circumstances
provided in section 48(d).

5.

SECTION 2(b) - PROPOSED SECTION 48(a)(3)

PROPERTY USED FOR LODGING
We do not understand the basis for the con
clusion that the credit should not be avail
able with respect to property used for the
business of furnishing lodging.

Property used predominantly to furnish lodging
or in connection with the furnishing of lodging is speci

fically excluded from the definition of section 38 property.

It would appear that the exclusion would extend to property
used for housing workers at a new manufacturing plant where
adequate facilities are not available.

It seems it would

be necessary in this situation for taxpayers to prove that

the property in connection with lodging is an integral

part of manufacturing, production, etc., under proposed
section 48(a)(l)(B)(i).
6.

SECTION 2(b) - PROPOSED SECTION 48(c)(2)(D)
ALLOCATION OF PARTNERSHIP CREDIT
Provision should be made for allocating the
credit on qualified investments of a partner
ship.

The proposal should be clarified with respect to

the method of allocating the total tax credit generated by
partnership investments to the partners.

legislative provision for such allocation.
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We recommend

7.

SECTION 2(c) - PROPOSED SECTION 381(c)(23)

CERTAIN CORPORATE ACQUISITIONS
It should be clearly stated that an acquiring
corporation is entitled to any unused credit
of the transferor.
As presented the proposal leaves open to inter
pretation whether the unused credit could be carried over

under section 381.

The proposal merely states that an

acquiring corporation shall take into account the items

required to be taken into account for purposes of pro
posed section 38 in respect of the distributor or trans

feror corporation.

It should be made clear that an

acquiring corporation is entitled to the transferor’s
unused credit.
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SECTION 3

DISALLOWANCE OF CERTAIN ENTERTAINMENT, ETC., EXPENSES
1.

LEGISLATION NOT REQUIRED
We are not in favor of legislation in this area,
on the grounds that it is not necessary and that
the proposals would create serious inequities
between taxpayers and disturb the pattern of
the law with respect to determination of business
income. We believe the present law is clear as
to what is properly allowable as business
entertainment and travel expenses, and that the
problem is one for administrative emphasis
rather than a change in the law. The adminis
trative problem is admittedly difficult but
not insoluble, and difficulties would be enhanced
rather than reduced under the legislative pro
posals.

Over the past few years the Internal Revenue
Service has stepped up its activity considerably in this

area both with regard to obtaining more detailed infor
mation from taxpayers, and as to increased and more

We believe this indicates

effective audit activities.

that the problem might have been solved in the past by
administrative action, and certainly it cannot be said
at the present time that this more desirable procedure

cannot be successful, since insufficient time has passed
to permit judgment of its Impact.
Entertainment and travel expenses are not im
proper or immoral. - We believe that some of the arguments
made in favor of the new proposals appear to be extreme;

for example, it has been stated that the proposals will
strengthen the tax structure and also the moral fiber of
our society.

We certainly do not condone abuses.

On the

other hand we do not agree with any implication that the
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present rules regarding entertainment and travel expenses
are improper or immoral.

Proper expenses in order to main

tain good relations with present customers and to foster

amicable relations with prospective customers should be

deductible.

Frequently, travel and entertainment expenses

are another form of advertising and when based on good bus

iness judgment, represent a reasonable attempt to increase
revenue which in turn should increase taxable income.

The obvious desire of entertaining those whose

favor is sought can be seen in the numerous official functions
which our government and other governments conduct in order
to maintain and to improve international relations.

Surely

no reasonable person would suggest that such expenditures
are not in the national Interest.

In similar fashion

expenditures made to foster legitimate business interests
should not be disallowed arbitrarily.

On the other hand

expenditures which lack a reasonable relationship to the
conduct of the business should not be deductible.
Expenditures which permit incidental personal
benefits should not be disallowed. - Expenditures should

not be disallowed on the basis that they involve an
incidental personal benefit to an employee.

The present

law is quite clear that no deduction is allowed for expen

ditures made solely for personal benefit unless they con
stitute compensation or are otherwise Included in income

of the employees.

It must be recognized that many

expenditures of business can give personal benefit to
employees and others, etc. merely because they make
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conditions of employment more satisfactory.

Thus, while

it is certainly a benefit to employees to have air conditioned
offices or employee dining facilities, it would not be
realistic to consider this factor in the determination of
whether the expense involved was incurred for the promotion

of business activity.

Discrimination against small taxpayers - The

Administration’s proposal has built into it a substantial

element of discrimination, especially against small taxpayers.
A reasonable analogy can be made between expenditures for

entertainment and travel and typical research and
experimental expenditures made by many business organizations.

In each case, the expenditures are part of an over-all

development program.

With respect to research and

experimental expenditures, the objective is to develop
a finished product which will produce revenue for
the organization.

In the case of travel and entertainment

expenditures, the objective is to sustain or stimulate
interest in the company’s product in order to increase
revenues.

Since the Administration’s proposals would have

the effect of making expenditures for travel and entertain

ment ”out of capital”, it is obvious that they would have
the effect of discriminating against the small and usually

inadequately capitalized company (which can normally afford
these expenditures only because they are deductible)

and that they will not hurt particularly the large, well-

established company with adequate capital resources, which
can afford to spend substantial sums to develop and improve
its business.
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In any event, difficulties of administration
should not be used as the reason for enacting what would
for many taxpayers be punitive legislation.

Administrative

difficulties also exist with regard to other matters in
the tax law (i.e., charitable contributions, medical ex

penses, and various business expenses) but no such harsh
alternative has been proposed, nor do we believe that
any similar proposal should be enacted by Congress.

2.

SECTION 3(a) - PROPOSED SECTION 274(a)

GOODWILL
The proposal that an item be "directly related
to the production of Income and... not merely
for goodwill" is unsound and administratively
unworkable, and should not be enacted.

To deny a deduction for goodwill expenditures

Involves substituting government Judgment for the informed

judgment of the businessman in the conduct of his business.
Expenditures for goodwill which may at times seem large in

amount, frequently result in revenue (and taxable income)
which is also especially large in amount.

To disallow one

while continuing to tax the other is clearly inequitable.
The term goodwill is not defined in the Code.

Even if a definition were added there would be innumerable
situations where it would be impossible to differentiate
between an item directly related to the production of in

come and one merely for goodwill.

Since the basic ap

proach of the Internal Revenue Code is one of voluntary as
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sessment rather than enforcement, it would seem that lines

should be drawn which are realistic and which can be under

standingly followed by taxpayers.

Provisions which do not

meet these tests should not be enacted.
3.

SECTION 3(a) - PROPOSED SECTION 274(b)(1)
CLUB DUES

The proposed treatment of club dues infringes
on taxpayers’ freedom of choice in selecting
locations in which to discuss business trans
actions and should not be enacted.
A fact of human behavior is that people are
often properly influenced to do things when a discussion

of the matter is carried on in conducive surroundings.
For all businessmen, and particularly for professional

men meeting people and fostering contacts in the environ
ment of a social club is essential to the furtherance of
their business or professional activities.

To determine

that it is proper to entertain someone in a hotel but not

at a lunch club, for example, seems completely arbitrary
and unrealistic.

To assume that neither is desirable but

that all business should be conducted in Spartan business
surroundings is unrealistic if one studies normal human

behavior both in business and in government.
In any event, this proposal would seem to be

administratively unfeasible since (1) club dues could be

decreased and service and meal charges increased and (2)
any organizations now set up as social clubs might be
established as another type organization.
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4.

SECTION 3(a) - PROPOSED SECTION 274(b)(2)
BUSINESS GIFTS

An arbitrary dollar limit on business gifts
should not be imposed.
The limitation of business gifts to $25 in
proposed section 274(b)(2) constitutes an unreasonable,
limitation on a method of advertising deemed effective
by many businesses.

Business gifts, insofar as they

carry actual or implied advertising messages, are instr

uments of sales promotion of lasting value and cannot be

duplicated by any other form of advertising.

Other forms

of advertising, such as radio, television and billboards
have a short life, and are subject to no limitation other

than the reasonable business judgment of the taxpayer.
The same test of reasonable business judgment should pre

vail in the case of business gifts.

Any dollar limitation would seem Illogical.
It might be appropriate, however, to allow business gifts
as deductions (without dollar limitation) only in cases
where the recipients are named in the taxpayer’s records.

This would permit verification of the business relation
ship between the recipient and the taxpayer claiming the

deduction.

But legislation is not needed for this.

Of course any business gift which is directly

concerned with specific services rendered by the donee
should be treated as taxable income to the donee.
believe present law so provides.
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We

5.

SECTION 3(a) - PROPOSED SECTION 274(c)

"COHAN RULE"
It is not sufficient merely to overrule the
"Cohan Rule". Specific statutory language
as to the requirement for substantiation is
required.

Although the "Cohan Rule" has long been estab
lished as a theoretically reasonable approach to the matter

of expense substantiation, it may be that the difficulties
in administration make it desirable to have a more exact

substantiation rule.

Even if this is the case statutory

language should recognize that reasonable approximations

for items such as taxi fares, tips, etc. would still be

adequate substantiation.
6.

SECTION 3(a) - PROPOSED SECTION 274(d)(1)

BUSINESS MEALS
The proposed treatment of business meals in
fringes upon taxpayers’ freedom of choice for
selecting locations in which to discuss business
transactions and should not be enacted.

Proposed section 274(d)(1) provides that a

reasonable allowance for business meals would be deduct
ible if furnished under circumstances which are of a type

"generally considered" to be conducive to business dis

cussion.

Under present section 162, in order for business

expenses to be deductible they must be (1) ordinary and

(2) necessary.

One of the new factors proposed to be con

sidered is the surroundings in which food is furnished.
Thus, if meals and beverages are furnished in a quiet loca

tion (conducive to discussion) the expense is deductible;
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if the meals and beverages are furnished in a noisy loca

tion (not conducive to business discussion) the expense
.We believe a legislative

is presumably nondeductible.

requirement that certain lawful business expenses, which
are both ordinary and necessary, be disallowed merely be
cause of the location in which they happen to be incurred,

is arbitrary and unnecessary.

It also should be noted that the term ”a rea

sonable allowance" is used, in connection with travel ex

penses generally.

We believe for reasons stated elsewhere,

(comment 8 below) that the "reasonableness" test should be
replaced by the well tested concept of "ordinary and neces
sary" .

The test should remain one of proximate relation
ship to the business for an item to be deductible as enter

tainment or travel expense.

We believe sufficient authority

exists for the determination of improper items to be disal

lowed and that a test of "reasonableness" adds little
clarity to the law.
7.

SECTION 3(a) - PROPOSED SECTION 274(d)(4)
REIMBURSED EXPENSES

The construction seems awkward and should be
restated.

Since proposed section 274(d), as a whole, is
a negative exception to proposed section 274(a) and pro
posed sections 274(d)(4)(A) and (B) are negative exceptions

to proposed section 274(d)(4), an apparent difficulty with
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constructions exists.

It is suggested that the rules

in proposed section 274(d)(4)(A) and (B) be stated

positively and perhaps separately.

8.

SECTION 3(b) - PROPOSED AMENDMENT TO SECTION 162(a)(2)

TRAVELING EXPENSES
It is proposed that ”a reasonable allowance
for amounts expended for meals and lodging”
be allowed. Addition of the word ’’reasonable"
adds little clarity to the law. The concept
of "ordinary and necessary" should apply.

As noted in our comments under proposed sec
tion 274(d)(1), (comment 6 above) we believe that the
"ordinary and necessary" test should be substituted for
the proposed test of "reasonableness".

There does not

seem adequate justification for creating a new test when
the concept of "ordinary and necessary" is well tested.

What is reasonable for one person in one set of circum

stances may either be completely excessive or completely
inadequate in another set of circumstances.
The test should remain one of proximate rel

ationship to the business for an item to be deductible as

entertainment or travel expense.

We believe sufficient

authority exists for improper items to be disallowed and

that a test of "reasonableness" adds little clarity to

the law.
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SECTION 5

DOMESTIC CORPORATIONS RECEIVING DIVIDENDS
FROM FOREIGN CORPORATIONS
SECTION 5 - PROPOSED AMENDMENT TO SECTION 902
AND PROPOSED SECTION 78
GROSSING-UP FOREIGN DIVIDENDS

The proposal known as grossing-up foreign dividends
is unwarranted and unfair. In certain instances the
proposal would require the payment of U.S. tax on a
portion of the subsidiary's earnings never received
by the domestic parent company. It will provide
little additional revenue to the U.S. and will dis
courage investments in less developed countries
(contradicting the stated aims of the Administration).
Present law requires domestic parent corporations
to include dividends actually received from a foreign

subsidiary.

As proposed, the recipient corporation must

include in taxable income the amount of dividends actually
paid plus the amount of income tax paid by the foreign
corporation on earning the distributed amount.

Thus,

the proposal would impose U.S. tax on a portion of the

foreign subsidiaries earnings never received by the domestic

parent corporation.

This can be illustrated by the follow

ing:
Assume a foreign subsidiary has earnings of
$100,000, pays $20,000 in foreign taxes and $80,000 in

dividends.

Dividend
U.S. tax before credit - 52%
Less foreign tax credit 20% of dividend
U.S. tax after credit
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Present
Law

Proposed
Law

$80,000
41,600

$100,000
52,000

16,000
125,600

20,000
$ 32,000

In relation to the subsidiary’s earnings of
$100,000, the aggregate tax is $45,600 or 45.6 per cent

under present law ($20,000 foreign tax + $25,600 U.S.
tax) and 52 per cent under proposed law ($20,000 for
However, the aggregate

eign tax + $32,000 U.S. tax).

tax rate under present law based on the amount of the
dividend actually received also is 52 per cent or
$41,600 ($25,600 U.S. tax + $16,000 foreign tax; i.e.,

$80,000 ÷ $100,000 x $20,000 = $16,000), equalling the
U.S. rate (52 per cent of $80,000 equals $41,600).

It

should be noted, that the computation of the U.S. tax

under the proposal Ignores the $20,000 foreign tax
actually paid and requires the computation to be made
on the basis of the full $100,000 earnings of the sub

sidiary rather than on the dividend of $80,000 actually

received by the domestic parent.
It seems to us that the existing method of com

puting the foreign tax credit is reasonable and should
not be changed.

The credit provision was first intro

duced into the law in 1918.

Its purpose was to subject

the actual dividends received on foreign investment to

no more than the effective U.S. rate of tax.
One of the arguments raised in support of the

grossing-up provision is that it would achieve equality

of taxation between the foreign subsidiary and the unin
corporated foreign branch.

We believe the urge to achieve such equalization
is not realistic since the circumstances are different.
For example, foreign subsidiaries are not entitled to cer

tain benefits allowed to foreign branches of domestic
16

corporations; foreign losses suffered by a branch are ded
uctible from the domestic corporation's profits.

It should be noted that the effect of the proposal

is to increase the U.S. tax on dividends from corporations
located in foreign countries where such countries impose

a tax at a rate of less than 52 per cent. It could be expected
that any additional revenues to be obtained from grossingup must come out of dividends from foreign subsidiaries

in countries with low tax rates.
mean the less developed countries.

Generally, this would
The result may be

that the grossing-up proposal will discourage the locating
of foreign investment in these countries thereby contradieting the stated aims of the Administration to encourage

investments in less developed countries.
Finally, the proposal could adversely affect U.S.
revenues where the foreign tax rate exceeds the U.S. tax

rate.

In this situation grossing-up would produce a

greater excess credit with respect to the dividend, which

could be applied against tax on other income from the same

country or against tax on income from another foreign
source under the "over-all” limitation.
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SECTION 6

EARNED INCOME FROM SOURCES WITHOUT THE UNITED STATES

1.

SECTION 6(a) - PROPOSED AMENDMENT TO SECTION 911(a)(1)

LIMITATION ON AMOUNT EXCLUDED FROM EARNED INCOME
Except to the extent necessary to prevent
demonstrated abuses we do not believe any
limitation should be imposed on earned
income of United States citizens who are
bona fide residents of a foreign country. If
if is believed that some limitation is
required, the amount of the exclusion should
not be unrealistically low; certainly not
less than $50,000.
The proposal would modify the present law by

providing for a limited exclusion (in an amount not yet
specified) from U.S. tax of earned income of individual
citizens of the United States who are bona fide residents

of a foreign country or countries.

These citizens would

be treated in the same manner as those who are only out
of the country for 17 out of 18 months.

We believe it in the best interests of the
United States to encourage U.S. citizens to become per

manent residents abroad, in the active management of
foreign enterprises whether or not controlled from the

United States.

These citizens are valuable to our coun

try as in effect representatives abroad in the develop

ment and improvement of relationships with these countries
and in promoting and controlling U.S. investments abroad.

Imposing additional taxes on them will obviously make it
more difficult to induce our citizens to go and to remain

abroad.

Sound tax policy should give recognition to
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residence rather than citizenship in the taxation of earned

income.

U.S. citizens should be on a competitive basis

with local citizens as to net earnings after taxes and,

since in many foreign countries the Income tax rates are
lower, U.S. citizens should not have such a materially
greater total tax burden (from all taxes and no credit)

than local citizens.

The proposals would create arbitrary

income ceilings for permanent overseas employees.
The Treasury Department suggests that present
law has been abused by individuals who establish residence

abroad for tax purposes even though the nature of their

business does not require it (statement by Secretary of
the Treasury, May 3, 1961).

We think rather than change

the long established rule of bona fide residence, legislation
should be directed to the realities of the residence out

side of the U.S. and of the business activities producing
the earned income.
If a legislative limitation is deemed necessary,
we recommend that it be at least $50,000.

The Treasury

Department testimony reported that of the 40,000 U.S.
citizens living abroad in 1959 who claimed exemption,
about 250 claimed $50,000 or more.

This seems to be

a Treasury measure of significant abuse.

Provision should be made for some exceptions.

In many cases, cost-of-living allowances are made to U.S.
citizens working abroad which are necessary because of
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high costs in foreign countries because of inflation, etc.;
for example Venezuela.

Additionally, because of the labor

laws of foreign countries, or because of contractual ar

rangements with individuals required to take up foreign
residence, it is necessary to provide that, in case of ter
mination, the employer make a termination payment in a

lump sum or in installments based on length of service.

Provision should be made, if a limitation on exclusion is
invoked, for a roll back rule so that if deferred compen
sation or termination pay is received following return to
the U.S., it will be related to the period during which
the individual worked in and was resident in the foreign

country.

Otherwise, the proposals will operate to impose

an additional tax burden due to return to the U.S. by
citizens who are devoting many years to the world wide
Interests of the United States.

2.

SECTION 6(b) - PROPOSED AMENDMENT TO SECTION 72(f)
AMOUNTS RECEIVED UNDER
EMPLOYEE ANNUITY CONTRACTS
The proposed amendment to section 72(f) is in
effect retroactive legislation. If it is consider
ed necessary to enact the proposal, its pro
visions should be applicable only to persons
received out of contributions made by
employers subsequent to the effective date of
the amendment.

We do not believe it desirable to enact retro
active legislation.
must be unfair.

Legislation of this type inevitably

Moreover we believe that the proposed

legislation is unnecessary and has the effect of encour

aging retired citizens to remain abroad following

retirement.
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Because of the retroactive feature of the
proposal, U. S. tax will be imposed on amounts received

under employee annuity contracts based on a retired in
dividual’s income earned in foreign countries prior to
the enactment of the proposed legislation.

If it is

necessary to enact legislation of this type, the pro
visions should be applicable only to pensions received
out of contributions made by employers subsequent to the
effective date of the amendment.

It should be noted that the proposal could

result in double taxation to the extent that a foreign

country may impose a tax on the employee measured by
employer contributions when made, if these employer con

tributions are later effectively subjected to U. S. tax

when the pension is received.
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SECTION 7
GAIN FROM CERTAIN DISPOSITIONS OF DEPRECIABLE PERSONAL PROPERTY

1. PROPOSED SECTION SHOULD BE ADOPTED ONLY IN CONNECTION
WITH OVERALL DEPRECIATION REFORM

The recommendations under this section are
submitted to simplify and clarify the pro
visions and to eliminate inequities.
However,
our committee believes that this section
should not be adopted apart from a program
of overall depreciation reform. Moreover,
the section considered alone is not consis
tent with the Administration’s stated policy
for encouraging business to invest in new
plant facilities.

In a statement submitted before the House
Committee on Ways and Means on May 16, 1961, the Committee
on Federal Taxation of the American Institute Of Certified
Public Accountants, stated that the treatment of gain on
the disposition of depreciable property as proposed under

section 1245, would be more acceptable if considered as
part of the overall depreciation problem.

The need for

depreciation reform to provide for proper maintenance of

Investments in plant and machinery is essential to the
development and well being of the economy.

Allowances

for depreciation should keep pace with the decline in the
value of the dollar to encourage replacement of obsolete

and outworn equipment.

Moreover, adoption of section 1245

without adoption of more liberalized depreciation allowances

would only further discourage American management from
replacing and investing in plant Improvements.
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2. SECTION 7(a) - PROPOSED SECTION 1245(a)(1)
EFFECTIVE DATE

Ordinary income treatment is applied to dispos
itions of property after the effective date of
the Act, and is based on the depreciation al
lowed for taxable years beginning after Decem
ber 31, 1960. This treatment should be made
applicable only to property acquired after the
effective date.
It is Inequitable to subject taxpayers to the

rules of this section with respect to property acquired
prior to the effective date of the Act.

Where property

was acquired prior to 1961, taxpayers in electing methods
of depreciation, were not aware that gain on the eventual
disposition of the property might be subject to ordinary
Income treatment.

In electing methods of depreciation,

taxpayers should be afforded the opportunity to evaluate

all facts relating to the election at the time the
election is made.
3. SECTION 7(a) PROPOSED 1245(a)(2)
RECOMPUTED BASIS

For the purpose of this section the term
’recomputed basis’ is defined to mean the
adjusted basis of any property recomputed
by adding back depreciation, "whether in
respect of the same or other property" al
lowed or allowable to the "taxpayer or to
any other person." The terms ’other
property’ or Mother person’ should be
clarified.
Since proposed section 1245(b)(3) excepts from ordin

ary income treatment, dispositions resulting from tax free
transactions, including transfers by gifts, it is clear

that the ordinary income treatment proposed by section 1245(a)
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is intended to be applicable to property which is the sub

ject of such transfers.

Also, the explanation of the bill

as prepared by the Staff of the Joint Committee on Internal
Revenue Taxation, states that ’other persons’ covers cases

where "the basis of the property was carried over from the

person from whom the taxpayer acquired it.”

There is no

explanation in the statute of the meaning of ’other prop
erty. ’

For the purpose of clarity, the two terms should

be specifically defined in the law, and in addition, sec
tion 1016 should be amended with regard to a transferee of

depreciable property to require adjustments necessary to
calculate ’recomputed basis.’

4.

SECTION 7(a) - PROPOSED SECTION 1245(b)(2)

TRANSFERS AT DEATH

This section excepts from ordinary income
treatment transfers at death ’except as pro
vided in section 691.’ If a sale of property
takes place before death which results in in
come in respect of the decedent, the property
would not be transferred at death. Reference
to section 691 is unnecessary and should be
eliminated.
According to the explanation of the Staff of

the Joint Committee on Internal Revenue Taxation, ’’where
the sale has occurred before death and the income is

treated as Income in respect of a decedent under section
691," the transfer would not come under the exception of

proposed section 1245(b)(2).

Clearly, a sale before

death is not a transfer at death, so that the Inclusion
of the reference to section 691 is confusing and unnecessary.
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5. SECTION 7(a) - PROPOSED SECTION 1245(c)
ADJUSTMENTS TO BASIS

This section authorizes the issuance of reg
ulations to provide for adjustments to the
basis of property to reflect gain under pro
posed section 1245(a). The statute should
specifically provide that where part or all
of the gain has already been taxed as ordin
ary income as the result of a disposition,
the recomputed basis should be adjusted for
the income previously taxed as ordinary in
come to avoid duplication of ordinary Income
treatment.

Recomputed basis under proposed section 1245(a)

(2) starts with the adjusted basis of property and adds
depreciation , Including that claimed by a different tax

payer or with respect to different property.

Therefore,

the same depreciation may be added to the adjusted basis

of different taxpayers to produce ordinary Income twice,
or to the adjusted basis of different properties of the

same taxpayer to produce the same result.

a.

For example:

’A' transfers depreciable property to his

wholly-owned corporation in a transaction cover
ed by section 351.

Because of the receipt of

boot, ’A’ has a recognized profit of $5,000 on
the transaction which is taxed as ordinary income

under proposed section 1245(a)(1).

Subsequently,

the corporation disposes of the depreciable property.

In determining the recomputed basis, it would appear

that the corporation might be required to add on ’A’s’
depreciation as well as its own, even though ’A’ real

ized $5,000 of ordinary income on the exchange.
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b.

'A' exchanges depreciable property for like-kind

depreciable property plus $5,000 of boot in an ex
change governed by section 1031.

1245(b)(4),

Under proposed

’A' would realize $5,000 of ordinary

income on the exchange.

Subsequently, ’A’ sells

the depreciable property received in the exchange.
The add-on to the recomputed basis of this property

would seem to Include the full depreciation claimed

on the original property despite the realization of
ordinary income by ’A’ on the exchange.
The statute should be clarified in order to

show* that the ordinary income, if any, realized on the
subsequent sales in each of the above cases is decreased

by the ordinary income realized on the prior exchanges.

6. SECTION 7(b) - PROPOSED SECTION 167(f)(2)(B)
SALVAGE VALUE
The liberalized salvage value rule applies to
property acquired after August __ , 1961. The
new rule should apply in computing depreciation
for taxable years beginning after December 31,
1960 with respect to property disposed of after
the effective date of the Act.

Where the property is disposed of after the ef
fective date of the Act, the excess depreciation resulting
from the reduced salvage value will be subject to ordinary

income treatment regardless of when it is acquired.

Since

‘recomputed basis’ is computed by adding to adjusted basis,
the depreciation allowed for taxable years beginning after

December 31, 1960, the liberalized salvage value should
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be applied in computing such depreciation.
If the ordinary income treatment of proposed section
1245(a)(1) were to apply only to property acquired after the
effective date of the Act, as recommended in 2 above, this

recommendation would not be necessary.

Under these circum

stances, the liberalized salvage value should apply only to
assets acquired after the effective date of the Act.
7. SECTION 7(d)(4) - PROPOSED SECTION 341(e)(12)
COLLAPSIBLE CORPORATION

In determining whether a corporation is col
lapsible, under sections 341(c) and 341(e),
the adjusted basis of assets is used in ap
plying the various percentages referred to
in the sections. All such references to ad
justed basis should be changed to "recomputed
basis.”
Under the collapsible corporation provisions of

sections 341(c) and 341(e) reference is made to the adjusted

basis of assets.

Since a corporation may be subject to ord

inary Income treatment on proposed section 1245 assets when

it disposes of these assets, the noted sections should be
amended so that ’recomputed basis’ is used where applicable.

Thus, the presumption that a corporation is collapsible
under sections 341(c) should only apply if the fair market
value of the property exceeds 120% or more of the ’recomp

uted basis'.

8. SECTION 7(d)(4) - PROPOSED SECTION 341(e)(12)

COLLAPSIBLE CORPORATION

In computing gain from sale or exchange of stock
of a collapsible corporation, under section 341,
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ordinary income treatment may be applied to
the shareholder without regard to the ap
plication of proposed section 1245(a) to the
corporation. This should be amended to per
mit capital gain treatment on gain which is
or will be taxed under proposed section
1245(a).
Where a collapsible corporation is liquidated or

its stock is sold, the stockholders may be subject to

ordinary income treatment under section 341.

In addition,

the corporation could be subject to ordinary income treat
ment under proposed section 1245(a) at the time of liquid

ation or when the corporation otherwise disposes of assets.

To mitigate the harsh result that this imposes, where sec
tion 341 is applicable, the shareholders should be permit
ted capital gain treatment to the extent of the gain at
tributable to the proposed section 1245 assets, reduced by
the corporate tax applicable to the income subject to pro

posed section 1245(a)(1).
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SECTION 9
WITHHOLDING OF INCOME TAX AT SOURCE ON INTEREST, DIVIDENDS AND
PATRONAGE DIVIDENDS
1.

SECTION 9 - GENERAL COMMENT

WITHHOLDING MAY BE UNNECESSARY
The taxpayer identification numbering system and
the establishment of Automatic Data Processing
in the Service appear to make unnecessary the
adoption of a withholding system.

We are aware that the Internal Revenue Service

is installing its ADP system by regions, and that all
parts of the country will not be fully covered for some
time.

However, the Service is actively engaged in a

publicity campaign, through news releases, speeches by
the Commissioner and others, etc. to warn all taxpayers

to examine their reporting practices to be sure that
all taxable income (including specifically dividends and

interest) are reported on returns for 1961 and subsequent

years.

It is obvious that the Commissioner himself feels

that the mere authority granted by the Congress to

establish a numbering system for taxpayers, and the

potential of the ADP system to ferret out omissions of
taxable Income in the dividend and interest area particularly,

will go a long way to reducing or substantially eliminating
the reporting gap.

In addition, the Internal Revenue

Service is continuing to ask for and to receive the
cooperation of the business community in the reporting

of dividends particularly, and it seems clear that the

publicity campaign carried on by dividend paying corporations
has had a significant effect in solving the problem.
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Should the Congress in its Judgment decide that
a system of withholding on dividends, etc. must be established,

following are some observations on the provisions of the

proposal.
2.

SECTION 9 - GENERAL COMMENT
LIMITATION ON APPLICATION OF WITHHOLDING PROVISIONS

To simplify the withholding system without
unduly limiting its effectiveness, withholding
should be limited to payments of dividends and
Interest made to taxable entities subject to
tax other than corporations. This would exclude
in addition to business corporations, organiza
tions covered by Subchapters S and M; the latter
type of organization distributes most of
earnings as dividends to shareholders, and these
organizations themselves would make withholdings.
It is suggested that the underreporting of
dividends and Interest Income is almost non-existent except

with respect to individuals and partnerships.

Assuming

this proposition to be correct, the withholding provisions
could be limited to individuals and partnerships.

This

limitation would simplify the withholding structure and
make unnecessary many of the quarterly refunds.

(See

also comment 6 below for further simplifications.)
The withholding provision should not be applic

able to payments made to corporations since only a small
portion of dividends received are subject to tax because
of the application of the dividends received deduction.

Organizations exempt from tax under subchapter F of the
Code also should not be subjected to withholding.

Finally

we see little advantage of requiring withholding on

payments to organizations under subchapter M of the Code.
These organizations distribute most of their earnings as
dividends to shareholders.
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3.

SECTION 9(a) - PROPOSED SECTION 3461(c)

AMOUNT OF DIVIDEND UNKNOWN
The withholding agent should be relieved
of any liability for the payment of taxes
required to be withheld when he determines
in good faith that a distribution is not a
dividend.

Withholding agents would be required to com
pute tax on the entire amount of a distribution where the
agent ”... is unable to determine the portion of a dis
tribution which is a dividend...”.

Where a corporation

pays a dividend at a time when it does not have prior ac

cumulated earnings or profits, a withholding agent would
have a difficult time determining the status of the dis

tribution.

The status of the distribution may not be

determinable until the end of the taxable year, or in
the case of audit adjustments not until sometime there

after.

In view of the liability imposed on the with

holding agent under proposed section 3481, proposed sec
tion 3461(c) would require withholding where there was

any chance that a distribution might, at some future

date, be defined as a "dividend”.

Either proposed sec

tion 3481 or proposed section 3461(c) should be amended

to relieve the withholding agent of liability when he
determines in good faith that a distribution is not a
dividend.

4.

SECTION 9(a) - PROPOSED SECTION 3462(b)(8)

DIVIDENDS DEFINED
It does not appear necessary to include
in the listing of items which are not
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considered dividends ’’...amounts paid
pursuant to the terms of a lease enter
ed into before January 1, 1954...”.

Unless there is some compelling reason to re

tain proposed section 3462(b)(8) among the items excepted

from the term ”dividend”, it should be eliminated.
5.

SECTION 9(a) - PROPOSED SECTION 3483

EXEMPTION CERTIFICATES
The provision for exemption certificates
seems unnecessary in view of the quarterly
refund procedures. It would place an undue
burden on the withholding agent.
Exemption certificates may be filed by anyone
who ’’...reasonably believes that he will not... be liable
for the payment of any tax...”.

The provision for exemption

certificates seems to place an undue burden on the withhold
ing agent, and it hardly seems necessary in view of the

quarterly refund provisions of proposed section 3484.
Moreover, it does not seem appropriate to place the reci
pients of interest and dividends in a preferred position as
compared to individuals having wages subject to withholding.
The expense to the agents in processing exemption

certificates and the expense to the Government in verifying
the propriety of the certificates would seem to outweigh

any advantage which might accrue as the result of establish

ing a system of exemption certificates.

The burden

to the Government will also be great because of filing
of improper exemption certificates, either fraudulently

or because of ignorance on the part of taxpayers, particularly
in view of the provision that the Treasury will continue to

make refunds in future quarters unless the stockholder
notifies it of a change in exemption status.
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